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A REVIEW OF CERTAIN SUBSTANTIVE
CHANGES IN THE INTERNAL
REVENUE CODE
KENNEmH

L. BLACK*

The purpose of this article is to focus the attention of the reader
upon the more important substantive changes effected by the Internal
Revenue Code of 1954 in regard to business and estate planning. No
attempt is made to analyze the entire code or to point out the numerous technical and administrative changes, or even to deal in any extensive way with the complex situations that may arise under the provisions discussed.
The format of the Internal Revenue Code has been completely reorganized by the act of 1954 with the exception of Section 32, which
has the same number as the Internal Revenue Code of 1939. As a
result, considerably better integration among related provisions has
been achieved. Under the new code, Sections 1 through 1552 encompass income taxes, Sections 2001 through 2207 the estate tax, and
Sections 2501 through 2524 the gift tax.
PART I

-

INCOME TAX

Although individuals will continue to be taxed at the present
rates, the normal tax and surtax have been combined for ease of
computation.' Corporations will continue to be subject to the 30%
normal tax until April 1, 1955, after which date the normal tax will
be reduced to 25%. A surtax of 22% on profits in excess of $25,000
continues in force. 2
Inclusions and Exclusions
Three special inclusions in gross income are expressly provided
*A.B. 1929, University of Michigan; LL.B. 1931, Western Reserve University;
Professor of Law, University of Florida.
IINT. REv. CODE §I (a), (b).
2
INT. REv. CODE §i1.
[2351
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for in the Internal Revenue Code of 1954: alimony and separate maintenance, annuities, and prizes and awards.
Alimony and Separate Maintenance. These payments are treated
alike, whether made in accordance with a court decree or merely under
a separation agreement between the parties, so long as the spouses live
apart and do not file joint income tax returns. Thus alimony or
separate maintenance payments are taxable without regard to whether
they arise from a legal obligation imposed by court decree, by written
agreement incident to divorce, or under a separation agreement. 3
Annuities. The three per cent rule that was formerly used to
tax annuities has been changed. In general, annuity payments are
apportioned so that the investment in the contract may be recovered
tax free over the life expectancy of the annuitant. This apportionment is made only once, and that part of the annuity payment excluded from gross income as a result of the apportionment- the exclusion ratio - is received free of tax for as long as the stipulated annuity payments are made, even though this may result in the exclusion
4
of an amount in excess of the investment in the contract.
The exclusion ratio is determined as of the annuity starting date.
It is that portion of the annuity payment that bears the same ratio
to the total payment as the investment in the contract bears to the expected return. The annuity's starting date is either January 1, 1954, or
the first day of the first period for which an amount is received as annuity under the contract, 5 whichever is later. The investment in the
contract is the aggregate amount of premiums or other consideration
paid, minus the aggregate amount received under the contract and
excluded from gross income before the annuity starting date.8 The
expected return under the contract is the aggregate of the payments
anticipated during the life expectancy of the individual upon whose
life the annuity is predicated or, if the annuity is merely for a term
certain and without regard to expectancy, the aggregate of the amounts
receivable under the contract.7 When an annuity is based upon the
lives of two or more individuals, the joint life expectancy is used to
determine the expected return under the contract. Life expectancy,
3

INT. Rmv. CODE §71 (a).
4INT, REv. CODE §72 (b).
5
1NT. Rxv. CODE §72 (c) (4).
6iN. REv. CODE §72 (c) (1).
7INT. REv. CODE §72 (c) (3).
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in all cases, is to be determined in accordance with the actuarial
tables prescribed by the Secretary of the Treasury.
The rules for determining the exclusion ratio are somewhat more
complicated when a refund annuity of any type is involved. When
the life expectancy of one or more persons is involved, the investment
in the contract must be adjusted before it is used to calculate the
exclusion ratio. Such an adjustment is made by a reduction in the
value of any payments that are to be made to a beneficiary or to the
estate of the annuitant in the nature of refunds, determined at the
net actuarial value not discounted for interest after the annuity
starting date.8 The effect is to tax to the primary annuitant the
interest discount allowed on the value of the refund feature. Presumably the net actuarial value without discount for interest will be
obtained from actuarial tables to be provided by the Secretary.
Refund payments made to a beneficiary or to the estate of the
primary annuitant are tax exempt. 9 A special rule applies to joint
and survivor annuities, under which the survivor annuitant continues
under the exclusion ratio established upon the annuity starting date
but obtains an added exclusion for his or her life expectancy only.
This added exclusion is given in lieu of permitting a recomputation of
the survivor's exclusion ratio upon a new basis reflecting the date of
death value of the survivor annuity. There is an exception to this
rule in case the first annuitant died in 1951, 1952, or 1953 and the
basis of the surviving annuitant's interest was determined under
Section 113 (a) (5) of the Internal Revenue Code of 1939. The aggregate amount of premiums or other consideration paid for the contract
is its basis, and there is taken into account only the aggregate amount
received by the surviving annuitant before January 1, 1954, or the
first day of the first period for which the surviving annuitant received
an amount under the contract as an annuity, whichever is the later,
to the extent that the amount was excludable from gross income
under this subtitle or under prior income tax laws.' 0
Annuity payments are treated as income in respect of a decedent
to the extent that they are included in the gross income of his estate
or of the recipient thereof, and a deduction against such income is
allowed for the estate taxes paid upon the value of the right to re§72 (c) (2).
No. 1622, 83d Cong., 2d Sess. 11 (1954).
10INr. REv. CODE §72 (i).
BINT. Rrv. CODE
USEN. RE'.
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ceive the income." The deduction permitted recipients of income
in respect of a decedent is computed by the survivor annuitant (1)
by determining the excess of the value of the annuity at date of death
of deceased annuitant over the total amount to be excluded from
the gross income of the survivor," and (2) by multiplying the excess
by the ratio borne by the value of the annuity for estate tax purposes
to the value of the annuity at the date of death of the deceased.' 3 For
this determination the life expectancy period of the surviving annuitant is deemed to begin with the first day of the first period for
which an amount is received by him under the contract and to end
with the completion of the taxable year in which the termination of
the life expectancy period falls.
Special rules apply to employees' annuities when part of the consideration for the contract is contributed by the employer. If the aggregate amount receivable by the employee under the terms of the
annuity contract during a three-year period beginning on the annuity
starting date is equal to or greater than his contribution, all annuity
receipts are excluded from the gross income until the employee's
total contribution has been excluded. After that all amounts received
under the contract are included in gross income. The employee's contribution for this purpose includes some amounts that are not directly
paid by him. Those contributed by the employer that are included in
the employee's gross income are treated as employee contributions.14
Moreover, amounts contributed by the employer that would not have
been a part of the employee's gross income even if paid directly to
him are treated for this purpose as contributions by the employee. An
example of this would be contributions made on behalf of employees
serving abroad who qualify for an exclusion under the foreign residence or seventeen-month rule. 5
Should an employee who qualifies under the three-year rule die
within the period, his beneficiary or estate may also exclude annuity
receipts until the aggregate contributions have been recovered tax
exempt. 6
Endowment and life insurance contracts, if the proceeds are payable or receivable as an annuity, are subject to the same rules as an"INT. REv. CODE §691.
12INT. REV. CODE

§ §691 (c) (1) (A), (d) (1)(B), 72.

SEN. REP. No. 1622, 83d Cong., 2d Sess. 375 (1954).
4
1 INT. REV. CODE §72 (d) (1).
5
' NT. REv. CODE §911.
'SINT. REv. CODE §72 (d) (2).
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nuities. When a contract for payment of a lump sum at maturity contains an option to receive an annuity instead, sixty days are allowed
after the date on which the lump sum first becomes payable in which
to make the election of the annuity benefits. 17 If the annuity is
elected within that time, no part of the lump sum payable at maturity is includable in gross income.
Amounts other than annuities, which are received under annuity,
endowment, or life insurance contracts, whether for a period certain or
on a life contingency basis, receive separate treatment.1 s This includes
any amount received in full discharge of an obligation under a contract that is in the nature of a refund of the consideration paid and
also any amount received upon surrender, redemption, or maturity,
as well as dividends or like distributions. Any such amounts received
after the annuity starting date and not representing the full discharge
of the contract obligation by reason of surrender, redemption, maturity, or a refund of the consideration are includable in gross income.
Any such amounts received before the annuity starting date, or after
that date if in full discharge of the obligation under the contract, are
includable in gross income to the extent that they, together with
amounts previously received under the contract that were excluded
from gross income, exceed the aggregate premiums or other consideration paid. The tax on a lump sum payment is accorded special
treatment: the tax on the taxable portion is limited to the aggregate
of the taxes that would have been due had one third been received
and included in gross income in the taxable year of receipt and the
two preceding taxable years. 10
Prizes and Awards. All prizes and awards, with the exception of
those made in recognition of past achievements of a religious, charitable, scientific, educational, artistic, literary, or civic nature, are included in gross income.2 0 Moreover, awards in recognition of past
achievements are tax exempt only if the recipient was selected without
any action on his part and he is not required to render substantial
future services as a condition of the receipt. The Nobel and Pulitzer
prizes are examples of excluded prizes.
Scholarship and fellowship grants are not prizes and are separately
treated. The new code exempts amounts received as a scholarship,
171NT. Rxv. CODE §72 (h).
18INT. REV. CODE §72(e).
9
1 INT. REv. CoDE §72 (e) (3).
20INT. REv. CODE §74.
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including the value of contributed services, accommodations, and
amounts to cover travel, research, clerical help, or equipment expense
incidental to the grant.21 The exclusion does not apply to amounts
received by a candidate for a degree as payment for teaching, research,
or other services in the nature of part-time employment unless the
services are required of all candidates for a particular degree as a condition of matriculation. 22 The educational institution must maintain
a regular faculty and curriculum and have a regularly organized body
of students in attendance. 23 Holders of scholarship or fellowship
grants made by tax exempt organizations may exclude up to $300 per
month of the grant. 24 The exclusion is limited to a maximum of
25
thirty-six months, not necessarily consecutive.
Certain Death Benefits. The proceeds of life insurance paid by
reason of death are generally excluded from the gross income of a
named beneficiary.28 In the event proceeds are held by the insurer
and interest is paid thereon, the interest payments are includable in
gross income. 27 In these respects the law is the same as Section 22 (b) (1)
of the old code, but under the new code the inclusion of interest in
gross income extends to the interest element of installment and life
contingency payments. The interest on deferred payments of life
insurance proceeds is determined by prorating the lump sum death
benefit over the period in which it is to be paid; the pro rata amount
is subtracted from the gross annual payments, and the difference is
included in gross income each year as taxable interest. 28 When the
contract does not provide for the payment of a lump sum at death,
the proceeds payable by reason of death are determined by discounting
the deferred payments under the contract on the basis of the interest
rate and mortality tables used by the insurer in the initial calculation. 29
The spouse of a deceased insured enjoys a special insurance exclusion
of up to $1,000 each year, which may be used to reduce or offset any
otherwise taxable interest on insurance proceeds.
21Imr. REv. CODE §117 (a).
1NT. REv. CODE §117 (b) (1).

22

2

3INT. REv. CODE §§ 117 (b) (2) (B), 151 (e) (4).

24ITr. RiEv. CODE §117 (b) (2) (B).

25Ibid.
26INT. REv. CODE §101 (a) (1).
27INT. RFv. CODE §101 (c).
28Ilf5. REv. CODE §101 (d) (1).

29INT. Rzv. CODE §101 (d) (2).
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Life insurance transferred for a valuable consideration is subject
to a liberalized transfer-for-value rule. The portion of the death proceeds excluded from gross income is still generally limited to an amount
equal to the actual value of the consideration paid on transfer plus
the premiums and other amounts subsequently paid by the transferee.30
Similarly, the new code continues to exclude from gross income death
proceeds of insurance contracts transferred in such fashion that the
basis of determining gain or loss in the hands of the transferee is
calculated in whole or in part by reference to the basis of the contract
in the hands of the transferor. Thus life insurance that has been
given away, contributed to the capital of a partnership, or contributed
to the capital or paid in surplus of a corporation does not lose the
statutory income tax exclusion that previously attached to it.31 But
the new code is more liberal in that it specifically exempts proceeds
if there has been a transfer for consideration to a partner of the insured, a partnership in which the insured is a partner, or a corporation
in which the insured is a shareholder or officer. Like the prior law, it
expressly exewpts from the transfer-for-value rule insurance that has
32
been transferred to the insured himself.
Employees' death benefits, within certain limits, are excluded from
gross income of the beneficiary. An aggregate of $5,000 death benefits
paid by or on behalf of an employer or employers is exempted, whether
paid under contract or not. The elimination of the contract requirement is new. This exclusion is limited to $5,000 per employee, regardless of the number of employers from whom the benefits may
flow and regardless of the number of beneficiaries who may share
in the proceeds. The exclusion applies to lump sum distributions
from qualified pensions, profit sharing, stock bonus, and annuity
plans meeting the new code requirements, even though the employee
had a nonforfeitable right to the amount while living. It also applies
to employee annuities under which initial receipts are excluded from
gross income 33 because of the recovery of total benefits within the
first three years. In the latter case the employee death benefit exclusion takes the form of an increase in the employee contribution,
which may be recovered free of tax.

§101 (a) (2).
§101 (a) (2) (A).
CODE §101 (a) (2) (B).
CODE § §101 (b), 72(d) (1), (2).

10INT. REV. CODE

32INT. REv. CODE

321NT. REv.
M3INT. REv.
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Amounts Received for Injuries or Sickness. Workmen's compensation or damages received on account of personal injuries or sickness,
whether as the result of a suit or an agreement, are excluded from gross
income. Accident and health insurance payments, when not attributable to contributions by an employer for the benefit of an employee
and when the contributions are not includable in the gross income of
the employee, are also excluded. In addition, amounts received as
a pension, annuity, or an allowance for personal injuries or illness resulting from military service or service in certain governmental
34
organizations are excluded from gross income.
Amounts received by employees under accident and health plans
financed by employers are accorded liberal treatment. If an employer has adopted an accident or health plan, the amounts received
by an employee therefrom for personal injuries or sickness are included in gross income to the extent that they are attributed to employer contributions that were not included in the employee's gross
income, or to the extent that they are paid by the employer.35 Such
amounts are not includable, however, if they are paid directly or indirectly to the employee to reimburse him for expenses incurred for
the medical care of himself, his spouse, or his dependents,38 and in
this case there is no limitation on the amount.3 7 This exclusion generally parallels the medical expense deduction allowed for individuals.
There are two other express exclusions from gross income pertaining to accident and health benefits: (1) payments attributable to
employer contributions or paid by the employer constituting compensation for permanent disfiguration or the permanent loss or loss of
use of a member or function of the body of the taxpayer, his spouse or
dependent, computed with reference to the nature of the injury and
without regard to the period during which the employee is absent
from work;38 and (2) amounts constituting wages or payments in
lieu of wages to a maximum of $100 weekly for the period during
which the employee is absent from work because of personal injury
or sickness. The exclusion does not apply to such payments for the
first seven days following the date the illness began unless the employee was hospitalized for at least one day.3 9 The conference report
34INT. Rav. CODE §104(a).
35INT. REv. CODE §105 (a).

36INi. REv. CODE
3 Ti. REv. CODE
3S rr, Rv. CODE
9
3 INT. REV. CODE

§105 (b).
§218.
§105 (c).

§105 (d).
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indicates that if he is out of work for twelve days and admitted to the
hospital on the tenth day he gets the exclusion for the whole period.4
The seven-day malingering period limitation is inapplicable in the case
of injury.
This section applies with equal force to amounts received under
an accident and health plan of an employer, an employer association,
or an employee disability fund maintained under local law requiring
employers to contribute. Compensation payments unrelated to absence from work and excluded from income and wage continuation
payments excluded under this section have no bearing upon the right
of the employee to deduct medical care expense stemming from the
injury or illness to which the insurance payments relate. This section
expressly provides that exclusions under Sections 104 and 105 are not
to be considered as compensation for expenses paid for medical care. 41
As under prior law, contributions by an employer to accident and
health plans for compensation to his employees are not includable in
gross income of the employee. 42 Furthermore, under the new law any
premium paid for an employee's health and accident policy, even an
43
individual policy, qualifies for the exclusion.
Deductions and Exemptions
a. From Gross Income
Business Transportation Expense. A new specific deduction allowable in arriving at adjusted gross income is business transportation
expense. This is limited to costs of actual travel, such as transportation

charges paid to others or, if the taxpayer's car is used, the cost of
gasoline, oil, auto repairs, and depreciation. These expenses must
qualify as deductions under Sections 161 et seq. The expense of commuting between home and place of business, which is a personal ex"4
penditure and nondeductible, is not included.

Outside Sales Expense. Business expenses of outside salesmen, consisting of the cost of lodging, meals, entertainment, and split commissions in obtaining contracts or sub-contracts, are deductible. An
40H. PL REP. No. 2543, 83d Cong., 2d Sess. 25 (1954).
41INr. REv. CODE §105 (A"
42INT. Rxv. CoDE §106.
43SFN. REp. No. 1622, 83d Cong., 2d Sess. 185 (1954).

44INT. REv.

CODE

§§62 (2) (c), 262.
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outside salesman, according to the Senate Finance Committee Report,4 5
is a full-time salesman who solicits business away from his employer's
place of business. This does not include a salesman whose principal
activities consist of service and delivery or of selling at the employer's
place of business with incidental outside calls and sales. 41
b. From Adjusted Gross Income
Dependents. The old credit against net income for personal exemptions becomes a deduction under the new law. The limitation
to $600 in earnings or separate income has been abandoned as to
children of the taxpayer who are under nineteen years of age or are
studying at qualified educational institutions for at least five months
of the year,47 but the taxpayer must still contribute over half of the
support for the calendar year in order to get the deduction. Institutional or farm training under supervision of an accredited agent
of an educational institution or of a state or political subdivision
qualifies. 48 The support test for the dependency deduction has been
liberalized in that a scholarship for study of a child at a qualified
educational institution is not taken into account in determining
49
whether the taxpayer contributed more than half of his support.
Similarly, over half the support of an individual dependent for a
calendar year may be treated as received from a particular taxpayer if
no one person contributed over half the support and over half of it
was received from persons who would each have been entitled to
claim the dependent but for failure to meet the support test. In
addition, the particular taxpayer must have in fact contributed over
ten per cent of the support, and each other member of the contributing
group must file a written declaration that he will not claim the dependent for that taxable year to which the multiple support agreement
relates.60
A close family relationship is no longer required if the taxpayer
contributes over half of the support of an individual domiciled with
him.51 Moreover, a dependency deduction may be taken for certain
45SEN. REP. No. 1622, 83d Cong., 2d Sess. 169 (1954).
6
4 INT. REv. CODE §62 (2) (d).

471NT. REv. CODE §151 (e) (1) (B).
4
SINT. REv. CODE §151 (e) (4) (B).
49INT. REv. CODE §152 (d).
50INT. REv. CODE §152 (c).
SAINT. REV. CODE §152 (a).
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cousins under institutional care if they were members of the taxpayer's
household before institutionalism and the taxpayer contributes over
52
half of their support.
Child care expenses up to a maximum of $600 may be deducted
by widowers, non-married working women, and married working
women who file a joint return with their husbands. These expenses
must be actually paid and must relate to the care of a dependent child
under twelve years of age or a dependent who is physically or mentally
unable to care for himself. The allowable deduction to a working
woman and her husband is decreased by the amount that their
combined income exceeds $4,500. Thus, no deduction is allowable if
their income is $5,100 or more except in the case of a taxpayer whose
husband is disabled, in which case the income limitation does not
apply. There are some other qualifications, and, in addition, the
new section will present some intricate apportionment problems. 53
Charitable Gifts. The deduction allowed for charitable contributions has been greatly increased. A special deduction of 10% of
adjusted gross income is allowed individual taxpayers for charitable
contributions to tax exempt religious and educational institutions and
hospitals, in addition to the general 20% deduction for charitable
contributions, which may of course include contributions to those
organizations. Thus the maximum permissible deduction for charitable contributions made by an individual may be 30% of his adjusted gross income, provided that at least one third goes to recipients
to whom the special 10% deduction pertains. 54 There will be a denial
of this deduction for certain transfers into trust for charity if the
transfer occurs after March 9, 1954, and if the grantor retains a reversionary interest that at the time of transfer exceeds 5% of the
value of the trust corpus. 55 There is an unlimited deduction for individuals if in the tax year and in eight of the ten preceding taxable
years the amount of their charitable contributions plus the amount of
income tax paid exceeds 90% of their taxable income for each year.58
Medical Expenses. The deduction for medical expenses has been
liberalized in some respects and tightened in others. The cost of medi52INT. REV. CODE §152 (a) (10).
531NT. REv. CODE §214.
54INr. REv. CODE §170 (a) (1), (b) (1).

55INT. REv. CODE §170(b) (1) (D).
UIrT. REv. CODE §170 (b) (1) (C).
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cal care in excess of 3% of the adjusted gross income is deductible up
to a maximum of $2,500 per dependent, subject to an over-all maximum of $5,000 for a single taxpayer and $10,000 for a married taxpayer or head of a household. Medicine and drugs paid for during
the taxable year, however, now figure in this computation only to the
extent that they aggregate more than 1% of adjusted gross income.
Furthermore, use in the statute of the term "medicine and drugs" is
designed to foreclose the argument that the cost of toiletries and sundries is deductible. As in the past, expenses of transportation primarily for an essential to medical care constitute medical expenses,
but specification of "transportation" in the new code rules out any
attending deduction for meals and lodging.
Expenses for the medical care of a taxpayer paid out of his
estate during the one-year period following his death and not taken
as deductions from the gross estate for estate tax purposes may be
treated as paid by the taxpayer at the time incurred. The entire
amount of medical expenses for the taxpayer and his spouse is deduc57
tible if either has attained the age of sixty-five.
Credits
Corporate Dividends. Of major importance to individuals is the
addition in the new code of a credit for corporate dividends received.
The credit applies in direct reduction of the tax and amounts to 4%
of the dividends received after August 1, 1954.58 This is subject to a
ceiling of 2% of taxable income in 1954 and 4% of taxable income
thereafter. 59 The credit is figured only on dividends included in
gross income, inasmuch as the first $50 of dividends is excluded from
gross income.60 This credit, however, is not allowed to nonresident
aliens nor can it be taken when the dividends are from tax exempt
corporations, foreign corporations, or farm co-operatives; and it cannot be taken when distributions are allowed as deductions, such as
mutual savings banks interest payments. Dividends paid to the policy
holders of mutual insurance companies are not subject to a credit,
since they are not in themselves taxable income but are considered
as a return of premium.81
57

1NT. R V. CODE §213.
REv. CODE §34 (a).

58INTr.

§34 (b) (2).
REv. CODE §116 (a).

59INT. REV. CODE
GoINT.

61rrM. REV.

CODE

§§34 (c), (d), (e), 116(b).
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Retirement Income. There is a special credit allowed for retirement income received by a taxpayer who is 65 or over; it is equivalent
to the tax, at the first bracket rate, on the amount of his retirement
income up to $1200 per year, comprising pensions, annuities, rents,
interest, and dividends. 62 The maximum $1,200 qualifying retirement
income must be reduced by social security payments, railroad retirement payments, military retirement pay, and any other retirement
pension that is excluded from gross income. 6 3 Earnings in excess of
$900 received by the individual in a taxable year reduce and may
eliminate the credit, 64 except in the case of a taxpayer 75 years of age
or over.65 Exceptions to the age qualification are made for taxpayers
retired under a public retirement system before age 65.66 As a general
proposition, a person who receives $1,200 or more per year under
social security will not benefit from this credit, since a work qualification test must be met in order to qualify for the retirement income
credit - the taxpayer must have earned a minimum of $600 in each
of any ten years before retirement. For the purpose of this test a widow
is automatically qualified by her spouse; husband and wife can both
qualify, each in his or her own right, so as to double the credit.67
Only that portion of annuity income includable in gross income comprises retirement income for purposes of the credit, and the excluded portion does not operate in reduction of the credit.
Interest on Government Bonds. Because of the use of a single tax
rate under the new system, individuals have now been given a credit
against tax of 3% of the interest received on government bonds, which
under the provisions of the old law was exempt from the normal tax
but subject to the surtax. 8 This credit applies in direct reduction of
the income tax otherwise payable.
Items Not Deductible- Insurance Contracts
No deduction is allowed for interest paid on indebtedness incurred
or continued to purchase or maintain a single premium life insurance,
62INT.

Rv. CODE §37 (a).

REV. CODE §37 (d) (1).
84INT. Ra,. CODE §37 (d) (2).
03INT.

O6Ibid.
G6INT. REv. CODE

§37 (c) (2).

87SEN. RaE. No. 1622,
68IN-. REv. CODE §35.

83d Cong., 2d Sess. 165 (1954).
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endowment, or annuity contract. The inclusion of annuity contracts
is new and applies only to those purchased after March 1, 1954. Of interest is the definition in Section 264 of single premium contracts as
including not only any contract upon which substantially all the
premiums are paid within a period of four years from the date of
purchase, as formerly, but also any contract upon which an amount
is deposited with the insurer after March 1, 1954, for the payment of
a substantial number of future premiums on the contract.
Corporate Distributionsand Adjustments
a. Distribution of Stock
Statutory rules are provided for the determination of whether distribution in redemption of stock shall be treated as in part or full payment in exchange for the stock rather than as distribution in the nature of a dividend. A distribution in redemption shall be treated as
part or full payment for the stock when not essentially equivalent to
a dividend, 69 but the code also specifies three other instances in which
tax will be imposed upon redemption as if a sale had occurred. When
the redemption of all the stock of the corporation owned by a shareholder is complete the distribution will usually be treated as full payment for the stock.70 This is also true when there has been a substantially disproportionate redemption with respect to a shareholder.- In
order for a distribution in redemption to qualify as an exchange, since
it is substantially disproportionate with respect to the particular shareholder, the following tests must be met:
(1) The shareholder's ratio of holdings to total voting stock
after redemption must be less than 80% of that ratio before redemption.
(2) His ownership of common stock before and after redemption must meet the same percentage test.
(3) The shareholder must hold less than 50% of the total combined voting power of all classes of stock entitled to vote
after the redemption.
(4) The redemption with respect to that shareholder must not
be made pursuant to a plan the effect or purpose of which
69INT. REv. CoDE §302 (b) (1).
7oINr. lil. CODE §302 (b) (3).
71INrr. REv. CODE §302 (b) (2).

Published by UF Law Scholarship Repository, 1954

15

Florida Law Review, Vol. 7, Iss. 3 [1954], Art. 1
CHANGES IN REVENUE CODE
is a series of redemptions resulting in proportionate distributions.72
For the purpose of determining the shareholdings of a stockholder or terminations of interest, direct, indirect, or constructive
ownership of stock shares must be taken into account. Section
318 (a) (1) attributes ownership of stock to an individual if the shares
are held directly or indirectly by or for (1) his spouse unless legally
separated, (2) his children, grandchildren, or parents, (3) partnerships
in which he is a partner, (4) estates or trusts of which he is the beneficiary, (5) trusts of which he is the grantor but nevertheless is treated
as owner of the corpus, (6) trusts under which he is a beneficiary
having at least a contingent interest equal to 5% of the value of the
trust property, or (7) corporations in which he owns 50% or more
of the stock either directly or through options. 73 When the shareholder's entire interest is redeemed attributed ownership does not
apply74 if:
(1) Immediately after the redemption the shareholder had no
interest in the corporation other than as a creditor.75
(2) The shareholder does not acquire a prohibited interest in
the corporation within ten years of the redemption except
76
by bequest or inheritance of the stock.
(3) He agrees to notify the Government of re-acquisition of a
prohibited interest and to maintain records upon which
a tax deficiency may be assessed to bring any capital gains
tax paid upon the redemption up to the ordinary income
tax that would have been exacted on a comparable dividend. 77
Attribution of ownership will be made even in case of entire termination of a shareholder's interest if any part of the stock redeemed was
acquired within ten years before redemption from a person whose ownership can be attributed to the shareholder or who at the time of
redemption holds stock acquired from the shareholder, provided the
72Ibid.
73 INT. REv. CODE §318 (a) (1).
74
NT. REv. CODE §302(b) (3).
75

INT. REV. CODE
IN. REV. CODE

6
7

§302 (c) (2) (A) (i).
§302 (c) (2) (A) (ii).

7INT. REv. CODE §302 (c) (2) (A) (ii).
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transaction was not made for the purpose of income tax avoidance.

Capital gains treatment will be available, however, if the donated
stock is redeemed in the same transaction."8

A distribution of property by a corporation to a decedent shareholder's estate in redemption of a part or all of the stock of the corporation that is included in determining the gross estate of the
decedent shareholder for federal estate tax purposes, is treated as a

sale to the extent that the distribution does not exceed any estate,
legacy, and succession taxes imposed because of the decedent shareholder's death, including any interest incident to such taxes and any
funeral and administration expenses allowable as deductions to the
estate of the decedent shareholder.79 Distribution must be made within four and one-half years after the death of the shareholder or, if a
petition has been filed in the Tax Court, then before the expiration of
sixty days after the decision of the court becomes final. In addition,
this redemption provision is subject to the further limitation that the
value of all the shares held by the decedent shareholder's estate and
included in the gross estate must exceed either 35% of the value of the
gross estate or 50% of the taxable estate of the decedent shareholder. 80
A special rule applies when the decedent shareholder's gross estate includes the stock of two or more corporations. For the purposes of the
35% and 50% requirements, if the decedent shareholder's estate owns
more than 75% in value of the outstanding stock of each corporation,
the stock will be treated as if the stock were that of a single corporation.
The interest of a surviving spouse in community property will be
taken into account in determining the value of stock in the decedent's
gross estate. 8'
As under prior law, acquisition by a subsidiary corporation of
stock of its parent from a shareholder of the latter is treated as a
redemption of the stock. The new code extends this concept of acquisition by a related corporation, so that when one or more persons
are in control of each of two corporations and one of the corporations
acquires stock in the other, the transaction is considered as a distribution in redemption of stock. Then the stock redeemed is treated
as having been transferred by the distributee and received by the
distributing corporation as a contribution to capital. The effect, of
course, is to treat as a dividend the value of the money or property re8

7 INT.

REV. CODE §302 (c) (2) (B).

79I.r.

RLV. CODE §303 (a).
REv. CoDE §303 (b) (1), (b)(2) (A).
REv. CoDE §303 (b) (2) (B).

80IT.
81.

Published by UF Law Scholarship Repository, 1954

17

Florida Law Review, Vol. 7, Iss. 3 [1954], Art. 1
CHANGES IN REVENUE CODE

ceived in exchange for the stock and to increase the basis of the stock
held by the distributee shareholder in the acquiring corporation by
the value of the stock acquired. Control is defined as ownership of 50*
or more of the total combined voting power of all classes of stock entitled to vote, and the constructive ownership rules are applied in
determining the existence of control.8 2
Distributions of its stock or stock rights made by a corporation to
its shareholders ordinarily will not be included in gross income of
the shareholder unless made in discharge of preference dividends for
the taxable year in which the distribution is made or for the preceding
taxable year, or unless, at the election of any of the shareholders, the
83
distribution may be made either in stock rights or in property. If
the stock or stock rights are within the inclusion, the basis for the
new and old stock shares in the recipient shareholder's hands are
determined by allocating between the new and old stock the adjusted
basis of the old stock.8' Stock rights, however, having a fair market
value of less than 15% of that of the stock with respect to which they
were distributed have a zero basis unless the shareholder elects to
allocate the basis of his stock. Rights having a market value of 15%
or more of that of the stock to which they relate must be assigned an
allocated basis.8 5 Section 306, discussed later, provides special rules
for the imposition of tax upon the disposition of certain stock acquired tax free as a means of preventing among other things avoidance
of tax through the preferred bail out.
Disposition of certain kinds of stock results in part in dividend
income and in part in capital gain.8 6 This provision relates to stock
other than common stock (1) issued with respect to common stock,
distributed to the disposing shareholder, and not taken into gross
income at the time of distribution; (2) received in a corporate reorganization or separation and with respect to the receipt of which no
gain or loss is recognized to the shareholder, if either the effect of the
transaction was substantially the same as the receipt of a stock dividend or the stock was received in exchange for Section 306 stock. This
also applies to stock having a basis in the hands of the disposing shareholder determined by reference to the basis of Section 306 stock. This
82INT. REV. CODE
83
1NT. Rzv. CODE

84INT. REV. CODE
S5INT. REv. CODE
H6IN.

§304 (c).
§305 (a).
§307 (a).

§307 (b) (1).

REv. CODE §306.
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is the new statutory method for coping with the preferred stock bail
out.
If the disposition of Section 306 stock is not a redemption, the
amount realized is treated as ordinary income except to the extent
that it exceeds the stock's ratable share of the amount that would
have been a dividend at the time of distribution had the corporation
then distributed money in amount equal to the fair market value of
the stock. Any excess over that ratable share of dividend plus the adjusted basis of the stock is treated as gain. No loss will be recognized
in any event. If the disposition is a redemption, the amount realized
is considered as a distribution of property under Section 301; and
as such it is taxable as a dividend to the extent of available earnings
and profits. It is treated as a reduction of basis to the extent that the
amount received exceeds the available earnings and profits; it is
treated as capital gain to the extent that the amount received exceeds
both the available earnings and profits and the remaining basis.
The rule of Section 306 is not applied to Section 306 stock upon
termination of a shareholder's interest in the corporation if the disposition is a redemption under Section 302 (b) (3) or if disposition is
not made directly or indirectly to a person the ownership of whose
stock would be attributable to the disposing shareholder under Section
318 (a). Similarly, the redemption of Section 306 stock in partial or
complete liquidation of the corporation, its disposition in any transaction in which gain or loss to the shareholder is not recognized, and
its distribution and subsequent disposition or redemption under a
plan not having the avoidance of federal income tax as one of its
principal purposes, provide exceptions to the rule of Section 306.
Examples of the legitimate receipt and disposition of Section 306
stock are its distribution to and subsequent disposition or redemption
by a minority stockholder or in conjunction with prior or simultaneous disposition or redemption of the stock with respect to which
it was issued.8 1
Nonparticipating Section 306 stock loses its character as such upon
conversion into common stock. Conversely, common stock becomes
Section 306 stock upon conversion into nonparticipating stock.
Stock and Securities of a Controlled Corporation. In general, gain
or loss is not recognized and no income results to shareholders when
a corporation distributes stock or securities of a controlled corporation
87SEN. REP. No. 1622, 83d Cong., 2d Sess. 243 (1954).
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to its shareholders with respect to their stock or to its security holders
in exchange for securities 8 In order for the distribution to be tax
free it must be a device having as its principal purpose the distribution
of earnings and profits. The distributing corporation must remain
in active business after the distribution, and all holdings in the controlled corporation must be distributed or the distributions must be of
an amount of stock constituting control. Disproportionate distributions made in respect of stock may be taxed as a gift 9 or as compensation, 0 if they have the effect of a gift or the payment of compensation. The excess of the value of securities distributed over
those surrendered in exchange is taxed.91 Although stockholders need
not surrender any of their shares upon receipt of stock, security holders
must surrender securities of equal face amount to those received in
distribution or be taxed upon the excess value. 92 The effect is to
tax the excess face amount of securities received over those surrendered
as ordinary income to the extent of the available proportionate earnings and profits of the corporation. The spread between such available earnings and profits and the security holder's basis is treated as a
return of capital; and any distribution in excess of the aggregate of
available earnings, profits, and basis is treated as capital gain.
Only stock of the controlled corporation and its securities having
a principal value not in excess of the securities surrendered in exchange
may be received without recognition of gain or loss. Any other distribution in property or money is considered a distribution of "other
property," and gain is recognized in an amount not in excess of the
money plus the fair market value of the property. For this purpose
the stock of a controlled corporation acquired by purchase by the
distributing corporation within five years of distribution is treated
as "other property." For the purposes of this section the distributing
and controlled corporations are treated as engaged in the active conduct of a trade or business only if the trade or business is actively conducted by the corporation or substantially all of its remaining assets
immediately after the distribution consist of stocks and securities ot
a corporation that it controls. The business of the controlled corporation must have been actively conducted throughout the five-year
88lNT. REv. CODE §355.
89INT. PEV. CODE §2501.
90INT. Ray. CODE §61 (a) (1).
MlINT. REv. CODE § §301, 355 (a) (3), 356 (d).
92Ibid.
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period ending on the date of distribution. To the extent that any
property or money is received in exchange for Section 306 stock, the
fair market value of the property or the amount of the money is
treated as a distribution.9 3
b. Pension, Profit-sharing,and Stock Bonus Plans
The requirements for qualification of pension, profit-sharing, and
stock bonus plans under the new code remain unchanged, with the
exception of the requirement that only trusts created in the United
States will qualify. The capital gains treatment of lump sum distributions is extended to (1) insured plans, (2) lump sum benefits paid
to the beneficiary of an employee who dies after retirement, and (3)
payments on termination of the plan because of liquidation of the
corporate employer through statutory merger or otherwise. 9 4 The
net unrealized appreciation in value of securities of the employer included in the total distribution continues to be excluded. Securities
of the employer are defined as shares of stock, bonds, or debentures
issued by a corporation with interest coupons attached or in registered
form, including securities of a parent or subsidiary corporation of
the employer. For this purpose an employer corporation is considered
the parent of another corporation of which it owns 50% or more of
the total combined voting power of all classes of stock. 95
Accrual basis taxpayers are now given a somewhat more liberal
time limit in which to make their actual contribution to qualified
employee plans or trusts.,, The new code allows approximately
seventy-five days instead of sixty after the close of the fiscal year; the
dates set forth in Section 6072 are March 15th or the 15th day of
the third month following the close of the tax year. The contribution
must be made not later than the time prescribed by law for filing the
return for the taxable year plus any allowable extensions.
c. Employee Stock Options
The new code to some extent clarifies the restricted stock option
provisions of the Internal Revenue Code of

r
1939.1

It permits exercise

93Ibid.
9
4INT. REv. CODE § §402 (a) (2),(3) (C), 403 (a) (2).
95INT. REv. CoDE §421 (d)(2). (3).
9
6uIN. REv. CODE §404 (a) (6).
9
71NT. REV. CODE §421.
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of the option by the estate or beneficiary of the deceased holder with
the same tax consequences that would be suffered by the employee
himself. A transfer of stock acquired by the estate under a restricted
stock option to a legatee or heir, however, constitutes a disposition;
and part of the gain realized may be taxed as ordinary income if the
option price falls between 85% and 95% of the fair market value of
the stock at the time the option was granted. Variable price options
qualify as "restricted" if the option price is constant in relation to the
market price of the stock and the only variable is the value of the
stock itself at any time during a six-month period, including the date
of exercise of the option. In variable price options also the option
price must equal at least 85% of the value of the stock when the option
is issued. The requirement that an optionee own not more than 10%
of the total combined voting power of all classes of stock of the employer corporation, its parent or subsidiary, in order for the option
to qualify as restricted is waived when the option price is at least
110% of market value. It shall not apply if the option is not exercisable after five years or is exercised within one year after August
10, 1954. Under all circumstances ten years is the maximum term
for a stock option issued after June 22, 1954, to qualify as restricted.9 8
d. Employee Trusts
An employee trust forming part of the stock bonus, pension, or
profit-sharing plan of the employer is taxed upon its income from an
unrelated trade or business. 99 The term "unrelated trade or business"
in the case of such a trust is defined by Section 513 as any trade or
business regularly carried on by the trust or by a partnership of which
it is a member. Hence any such trade or business income is unrelated
business income subject to tax.100 In the case of employees' trusts or
other exempt organizations, however, this does not include dividends
received as a stockholder in a corporation.
Employee trusts are also taxable upon business lease rents.10' Business leases are defined as leases of real property for more than five
years by an organization or a partnership of which that organization
is a member, if business lease indebtedness with respect to the prop9BINr. REv. CODE §421 (d) (1).
90IrT. REv. CoDE §§511 et seq.
SooINT. REv. CODE §511.
lOllrT. REv. CODE §514.
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erty exists at the close of the lessor's taxable year. Business lease indebtedness is indebtedness incurred by the lessor in the process of
acquiring or improving the property.102 For example, a trust may not
borrow money to purchase property from the employer company,
lease it back to the company, and exclude the rental receipts from its
gross income while the employer deducts the rental. This, of course,
is not new in substance. Real property acquired subject to a mortgage
or similar lien is treated as business lease indebtedness even though
the lessor did not assume or agree to pay the indebtedness. This is
true even though the real property is acquired by gift, bequest, or
devise after June 30, 1949. An important exception provides that
business lease indebtedness does not include loans made by one trust
qualified under Section 401 (a) forming part of a stock bonus, pension,
or profit-sharing plan of an employer to another such trust of the same
employer, except to the extent that the lending trust incurs indebted10 3
ness in connection with the making of the loan.

Employee trusts may lose their tax exempt status, in the same
manner as may other tax exempt organizations, if they engage in prohibited transactions.10 4 These restrictions deal generally with preferred treatment of the creator of the trusts or his family; they are
set out in detail in the code. Also prohibited are certain transactions
with a corporation controlled by the creator of the trust.
e. Corporations Improperly Accumulating Surplus
Earnings accumulated to meet the reasonable needs of business, including its reasonable anticipated needs, are not subject to penalty
tax on accumulations made to avoid the imposition of income tax
upon shareholders.10 5 Reasonably anticipated needs of the business
are those reasonably demonstrable or growing out of definite plans for
investment, expansion, modernization, and the like. In any event an
accumulated earnings credit in the amount by which $60,000 exceeds
the actual accumulated earnings and profits at the dose of the preceding taxable year is allowed. 0 6 Only the excess of the earnings
actually accumulated over that credit is subject to tax, so in all cases
loINT. REV. CODE §514 (c)
'OSINT.

(1).

R.v. CODE §514(c) (7).

104INT. REv. CODE
05

§503 (c).

1 INT. REV. CODE §537.
6
10 iNT. REv. CODE §535 (c).
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a minimum accumulation of $60,000 as of the dose of the taxable
year is permissible. Excess amounts may be subject to penalty surtax,
but the law permits the burden of proof as to the reasonableness of
the accumulation to be shifted from the taxpayer to the Government.
To shift the burden of proof a taxpayer in receipt of notice of a proposed deficiency in accumulated earnings tax may file a statement of the
ground upon which he relies to establish the reasonableness of the
accumulation, together with sufficient facts to show the foundation
for the statement. The taxpayer failing to do so must bear the burden
of proof as under prior law, as must the taxpayer presenting grounds
not supported by facts. 07
Partnersand Partnerships
The partnership is recognized as an entity for the purpose of income reporting; hence all elections with respect to the taxable income of a partnership, other than claiming a credit or deduction for
foreign taxes, must be made at the partnership level and not by the
individual pai tners. 10s For example, the election as to whether to
treat an installment sale as such should be made by the firm and
apply uniformly to all partners.
Transactions between partners and the partnership are generally
treated as if between the firm and a nonpartner. The fixed salary
allowed a partner as compensation for personal services is treated as
income to the partner and a deduction to the partnership, as is the
payment of guaranteed interest on the partnership capital. 0 9
Distributions. The treatment of distributions to partners conforms
to the practice under prior law. Cash distributions reduce the distributee's basis for his partnership interest, with any excess being
treated as capital gain. Noncash distributions are divided into liquidating and nonliquidating distributions. In a liquidating distribution
the distributee allocates the basis of his partnership interest to the
assets received on distribution, except that inventory-here used in
a very special sense"10-and unrealized receivables take the partnership basis, which carries over to the distributee. Loss on liquidating
distributions is recognized only when the distribution is in cash, ino11INT. REv. CODE §534.
208INr. REv. CODE §703 (b).
'9NI.

REv. CODE §707.

MINT. REv. CODE §751 (d) (2).
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ventory items, or unrealized receivables, and then only to the extent
that the cash plus the partnership basis of the noncash items is less
than the basis of the partnership interest of the distributee. No loss
is recognized on nonliquidating distributions.-"
Sale. The sale of a partnership interest is treated as the sale of a
capital asset except that gain or loss on unrealized receivables and
substantially appreciated inventory1 2 are treated as ordinary gain
or loss. 1 3 Upon the sale of a partnership interest or the death of a
partner, the partnership may elect to adjust the basis of its assets to
reflect any increase or decrease in value relative to the basis of the
transferee partner for the interest transferred. In such event postcontribution appreciations or depreciations must be assigned to the
transferee partner's share." 4
Optional Reporting as Corporation. Certain partnerships and
proprietorships may report income and pay tax as though they were
corporations. The privilege of electing alternate or optional reporting
of income is available only when no proprietor or partner is a nonresident alien or foreign partnership and:
(1) There are not over fifty partners.
(2) No proprietor or partner having a capital or income participation interest greater than 10% also has a like interest
in another unincorporated business taxed as a corporation.
(3) Either capital is a material income-producing factor or
50% of the gross income of the firm consists of profits
from trading as a principal or as a real estate, stock, securities, or commodities broker. 1 5
Optional reporting does not affect employment status, and no
partner or proprietor is considered to be an employee for the purpose
of participation in employee pensions, profit-sharing, or stock bonus
trusts. 116
1"Ir. Rv. CODE §§731-735.
"112IN.REv. CODE §751 (d) (2).
"'3INT. REv. CoDE
4
1, -T. REv. CODE

§751.
§ §743, 754.

"5INr. REv. CODE §1361 (b).
,6INT. REv. CoDE §401.
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Constructive Ownership. Section 1361 requires that the extent of
a partner's ownership interest be determined under the constructive
ownership rules of Section 267 (c) - the provision of Section 267 (c) (3)
being expressly excepted- so that equitable interests owned by ancestors, spouses, siblings, and lineal descendants, as well as by corporations,
partnerships, estates, or trusts for such persons, are attributed to the
individual.
Taxable Year. Under the new code the partnership year does
not close on the death, admission, or withdrawal of a partner or the
distribution of a partnership interest to a new partner. 117 It does close
upon the termination of a partnership, defined as the discontinuance
of the business activities carried on by the firm or the sale of an interest
of more than 50% in partnership capital and profits to persons not
members of the partnership.1 8 In the latter circumstances the partners may elect to ignore the termination if they wish to continue to
the close of the normal partnership year. When a partner severs his
interest in the partnership the partnership year doses with respect to
him but not for the continuing partners. A reduction of interest in
a partnership works no change in the partnership taxable year with
respect to the partner whose interest is affected, except that the amount
of his distributive share must be determined with regard to his
varying ownership interests during the year. Since the death of a
partner does not dose the partnership year, the distributable share
of the decedent partner is taxable to his estate as income in respect of
20
a decedent"19 and is subject to the deduction for estate tax.1
Estates, Trusts, and Decedents
The new code retains the $600 income tax deduction allowed
estates under prior laws, which was formerly treated as a credit. A
$300 annual deduction is granted to simple trusts distributing all
income currently. The $100 deduction previously accorded all trusts
is retained for those complex trusts that may accumulate or distribute
121
income.
7

" INT. REV. CODE §706.
8
"1 INT. REV. CODE §706(c).

191M. REV. CODE §691.
12oINr. REv. CODE §691 (c).
"21IN'. REV. CODE §642(b).
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Only minor technical changes have been made in the rules relating
to current income distributing trusts. 1 22 So-called complex trusts
accumulating income or distributing corpus are treated in Sections
661 through 663. The beneficiaries are taxed on amounts paid,
credited, or required to be distributed not exceeding the trust's distributable net income for the year, and a compensating deduction is
allowed to the trust. Beneficiaries are taxed first on distributable income, then on annuity payments - actually, "all other amounts
properly paid, credited or required to be distributed" - to the extent
that they are made out of income. The income limitation is accomplished by a provision to the effect that the beneficiaries in the aggregate are not to be taxed on an amount in excess of the distributable
net income of the trust. In those cases in which the shares of individual beneficiaries are separately administered, the distributable income of the particular beneficiary is computed proportionately as
though separate trusts had been created.
Excess Distributions of Income. The complex sixty-five-day and
twelve-month rules of the prior law are eliminated, and a five-year
throw-back rule is substituted for them.1 23 Under the throw-back
rule distributions in any year in excess of the net distributable income
of the trust, if more than $2,000 in excess of such income, are treated
as distributions of the income of five immediately preceding years to
the extent of undistributed net income for those years. There are
some exceptions, including distributions for emergency needs or from
income accumulated before the birth or during the minority of a beneficiary. The rule does not apply to trusts requiring accumulated income to be distributed in not more than four installments and at intervals of not less than four years after the beneficiary's attainment
of age 21 if this is required by the trust instrument as of January 1,
1954.
When the five-year throw-back rule does apply it requires that the
amounts distributed be taxed to the beneficiary as income for the current year to the extent that the trust had available but did not distribute distributable income in each of the five years preceding the
distribution, taken in inverse order. The amount taxable to the
beneficiary on account of each of the years to which the throw-back
rule applies is the amount of distributable income held by the trust
12 2

: 3 INT. REV. CODE §§651, 652.
12 1NT. REv. CODE §§665-668.
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at the dose of that particular year, plus any income tax paid by the
trust upon the accumulation of that income. The beneficiary is required to include these amounts in his income for the year in which
the distribution is received but is allowed an offsetting credit against
tax in the amount of his share of the income tax paid by the trust
upon the accumulation. The bunching effect is mitigated, however,
by a provision that limits the amount of the beneficiary's tax to an
amount not in excess of the aggregate taxes he would have paid if
the amounts had been distributed currently.
The net effect is to shift the incidence of income tax upon the
accumulation from trust to beneficiary at distribution and so to leave
the two parties in much the same status that they would have occupied had the trust distributed its entire distributable income currently. The purpose, of course, is to prevent tax avoidance by way of
a trust provision requiring accumulation for a period followed by
distributions of past and current earnings. The five-year throw-back
rule does not apply to a final distribution in termination of the trust
made more than nine years after the last transfer of property to the
trust. Such a distribution is taxable to the beneficiary-recipient only
to the extent that the trust has distributable income for the year of
distribution.
"Clifford-type" Trusts. The "Clifford-type" trusts are treated in
Sections 673 through 675, in which the regulations are modified and
codified. Most of the changes are technical in nature, although over-all
treatment is more liberal than in the past. The most prominent change
provides that a grantor is not to be taxed on the income from an irrevocable trust if he retains only a reversionary interest that may not
take effect beneficially within ten years if the income beneficiary be
other than a charity, or within two years if a charity. Nor will the
grantor be taxed with respect to the trust income because of a power in
an independent trustee to apportion income or principal among different beneficiaries. A distinction between independent and subordinate
trustees is drawn in the new code. Independent trustees are defined
in Section 674 (c) as a trustee or trustees none of whom is the grantor
and no more than half of whom are related to him or are parties
subservient to his wishes.
Powers of Appointment. A power to allocate income or corpus
among a class of beneficiaries will not cause the grantor to be subject
to tax even though held by persons within the general classification of
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related or subordinated parties if the grantor can establish by a preponderance of evidence that the trustees are not subservient to his
wishes. This requires that the grantor overcome the presumption,
but the matter is one of factual proof. A power to apportion income
among a class of beneficiaries in accordance with a reasonably definite
external standard will not subject the grantor to tax if it is held by a
trustee other than the grantor or a spouse living with him. But in
both situations allocation of income or corpus and apportionments
of income among beneficiaries are limited to the beneficiaries or
classes of beneficiaries designated in the instrument; and a power
in any person to add to the beneficiaries or classes of beneficiaries
designated to receive the income or corpus is fatal except when
limited to provision for after-born or after-adopted children.
Income for Benefit of Grantor. With only minor change, the
grantor of a revocable trust remains taxable on the income thereof.
Similarly, as under prior law, the grantor is treated as the owner of
and is taxable on any portion of the trust income which, without the
approval or consent of an adverse party, may be: (1) distributed to
him, (2) held or accumulated for future distribution to him, (3) applied to the payment of premiums on policies of insurance on his
life except for policies irrevocably payable to exempt charitable
organizations. 124 This rule does not apply when the trust income may
be used for the benefit of the grantor for only a period commencing
after two years in the case of a trust for a charitable beneficiary and
ten years in the case of trust for others. Furthermore, trust income is
not attributable to the grantor under this or any other section merely
because it may be applied or distributed for the support or maintenance of a beneficiary whom the grantor is legally obligated to
support, except to the extent that actual application or distribution
125
is made for that purpose.
Income in Respect of Decedents. The new code extends to successive decedents the relief provisions taxing income in respect of a
decedent to the actual recipient in the year of receipt and in the
manner in which it would have been taxed to the first decedent. Thus
a right to receive income inherited by a widow from her husband and
then transferred by bequest or inheritance to her child will be taxed
%24INT. REV. CODE
125INT. REV. CODE

§677 (a).
§677 (b).
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to the child as to the widow and as in the hands of the husband.16
Installment payments resulting from transactions entered into by
the decedent are considered income in respect of the decedent, but
the satisfaction of the obligation at other than face value constitutes
a disposition and attracts the tax.127 A deduction is allowed to the
person required to include such an item in gross income for the estate
tax attributable to the value of the right to receive income. If a trust
or estate is required to include such an item in its gross income but
the trust or estate income is at least in part distributable, the statute
provides that the deduction shall be allocated between the estate or
128
trust on the one hand and the beneficiary on the other.
Survivor annuity benefits under joint and survivor annuities are
treated as income in respect of a decedent to the extent that the income is taxable under Section 72.129 The surviving annuitant is allowed an additional deduction for the period of his life expectancy
from the first day of the first period for which he receives an amount
under the contract to the end of the taxable year within which his
life expectancy ends. The amount of the annual deduction is equal
to the estate tax attributable to the excess of the value of the annuity
on the date of death of the primary annuitant over the total exclusions from the income that will be allowed the survivor annuitant
throughout his life expectancy, divided by the number of years of the
survivor's life expectancy. It is given in lieu of providing the survivor with a new basis as of the date of the decedent's death; and it
accomplishes the same purpose by increasing the exclusion ratio established under Section 72 at the annuity starting date.
Basis of Property Acquired from Decedent. The new code gives
date-of-death value or optional valuation date value, as the case may
be, to virtually all property acquired from a decedent. 30 It extends
the rule to lifetime gifts made in contemplation of death, to the
property of a surviving joint tenant, and to the surviving spouse's
one-half share of property held in community with a deceased dying
between October 21, 1942, and December 31, 1947, if that one-half
share has been subjected to estate tax under the 1939 Internal Revenue
6

12 INT. REV.
227INT. REv.
128Irr. REv.
'29INT. REv.
130INT. REV.

CODE §691 (a) (1).
CODE §691 (a) (4).
CODE §691 (c).
CODE §691 (d).

CODE §1014 (a).
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Code. It also extends the rule to the survivor's interest in a joint and
survivor annuity if the primary annuitant died between December
31, 1950, and January 1, 1954, and the value of any part of the survivor's interest was included in the decedent's gross estate under Section 811 of the 1939 Internal Revenue Code. In the case of a decedent
dying after December 31, 1953, any property other than annuities
described in Section 72 of the Internal Revenue Code of 1954 acquired
from the decedent by reason of death, form of ownership, or other
conditions, including property acquired through the exercise or nonexercise of a power of appointment, shall also be considered as property acquired from a decedent if the property must be included in
determining the value of decedent's gross estate under either the
Internal Revenue Code of 1954 or that of 1939.131 The basis determined by the value on the date of death or the optional valuation
date must be reduced by any depreciation or depletion deductions
allowed to the taxpayer prior to the death of the decedent.
The following are exceptions to the date-of-death-basis rule: (1)
annuities described in Section 72, (2) property representing income
in respect of a decedent, and (3)employee stock options. All receive
special benefits in the form of deductions from income amounting to
the prorated estate tax attributable to income items; they are expressly covered under Sections 691 and 692 relating to income in
respect of decedents.
Gain or Loss on Exchange of Insurance Contracts. No gain or loss
is recognized on the exchange of: (1) a contract of life insurance for
another contract of life insurance or for an endowment or annuity
contract; (2) a contract of endowment insurance for another similar
contract providing for regular payments beginning at a date not later
than the payments would have begun under the original contract, or
for an annuity contract; or (3)one annuity contract for another. The
exchange of an endowment contract for a life insurance policy, or of
will
an annuity for a life insurance policy or an endowment policy,
13 2
be considered taxable under this section, as under prior law.
Section 1035 (b) defines life insurance, endowment, and annuity
contracts as follows:
(1) An endowment insurance contract depends in part on life
ISlINT. Rxv. CODE §1014(b).
132 1NT. Rxv. CODE §1035 (a).
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expectancy of the insured, but it may be payable in full
in a single payment during his lifetime.
(2) An annuity is a contract to which the definition of an endowment applies but which may be payable during the
life of the annuitant only in installments.
(3) A life insurance contract is distinguishable from the other
two as a contract that depends in part on the life expectancy of the insured but which is not ordinarily payable
3

in full during his lifetime.1 3

Apparently the new statutory provisions pertaining to exchanges
of life insurance policies will have no effect upon changes in the form
of a contract made in accordance with the change of plan provisions
or other contractual right to exchange contained in the policy contract. These are modifications of existing contracts rather than exchanges of one contract for another, and it seems reasonable to expect
that the legal distinction between the two types of transactions will
be respected.
PART

II-

ESTATE TAx

There are several substantive changes in the section pertaining to
estate taxes that are liberalizations of related sections in the prior code.
Previously Taxed Property
The old federal estate tax deduction allowable for property
previously taxed has been revised so that, in general, instead of a
deduction a credit against the estate tax of the second decedent is permitted. A special computation- 4 based on the federal estate taxes
paid on the property in the prior decedent's estate that now forms a
part of the estate of the second decedent is used to determine the extent
of this credit. If the death of the prior decedent has occurred within
two years, the credit permitted will equal 100% of the result of the
special computation. If the person who has transferred the property
predeceases the decedent by more than two years the credit will be:
80% if within the third or fourth years, 60% if within the fifth or
sixth years, 40% if within the seventh or eighth years, 20% if within
.3 31NT. REv. CODE §1035 (b).
4

13 INT. Rv. CODE §2013 (b), (c).
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the ninth or tenth years. 13 5 Generally, the credit is equal to an amount
that bears the same ratio to the estate tax of the prior decedent that
the property previously taxed in his estate, but now included in the
estate of the second decedent, bears to the entire taxable estate of
the prior decedent, the taxable estate being decreased by any death
taxes and increased by the $60,000 exemption.
Under the new provisions, in contrast with the old, property acquired from a prior decedent who was the spouse of the present decedent will qualify for the credit; but for this purpose the value of the
property acquired from the prior decedent must be reduced by the
amount allowed as a marital deduction in the prior estate. 36
It is no longer necessary that property gratuitously transferred by
the prior decedent be specifically identified in the estate of the current
decedent. This credit applies to transfers of property under any form
of ownership when the gratuitously transferred property has been included in the prior decedent's gross estate that is subject to estate tax.
The mere fact that a gift tax may have been paid with respect to the
transfer of property to the decedent, however, no longer gives rise to
87
any credit.'
Transfers Effective at Death
Under transfers taking effect in possession or enjoyment at death,
the old rule that property previously transferred by a decedent is includable in his gross estate merely if possession or enjoyment can be
obtained only by surviving him has been changed. Such property is
now includable only if possession or enjoyment can be obtained only
by surviving him and if immediately before death the decedent still
had a reversionary interest worth more than five per cent of the
value of the property. The reversion may be either express or by
operation of law if the transfer was made after October 8, 1949;'13 if
made before, however, the reversion must arise by express terms of
the instrument to make the value of the property includable. The
valuation of the reversion shall be determined by mortality tables and
actuarial tables prescribed by the regulations. 39 The new code con5

23 1NT.

REv. CODE §2013 (a).

3ISSITr REV. CODE §2013 (d) (3).
37
1 INT. REv. CODE §2013 (e); SEN. REP. No. 1622, 83d Cong., 2d Sess. 463 (1954).
.SSINr. REv. CODE §2037 (a) (2).
'39 NT. REv. CODE §2037 (b) (2).
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tinues an exception to this rule in the case of property of which a
beneficiary could have obtained possession or enjoyment during decedent's life through the exercise of a general power of appointment.
Annuities

Annuities are covered under a separate section; among the forms
of contract covered are those with survivor annuity provisions,
joint and survivor annuities, refund annuities, and contracts with an
employer giving rise to like benefits. The general rule under the new
code is that the gross estate of the decedent includes the value of an
annuity or any payment other than life insurance receivable by any
surviving beneficiary under any form of contract or agreement (1)
entered into after March 3, 1931,140 and (2) calling for an annuity or
other payment to the decedent or giving him the right to receive
such annuity or payment in a lump sum or for any period not ascertainable without reference to his death or not in fact ending before
his death. The inclusion in the decedent's gross estate is the value
at his death of the annuity or other payment receivable by the survivor, but only in the proportion of the consideration paid by the
decedent to the consideration paid for the contract. The decedent's
contribution is determined by including contributions made by his
employer if made by reason of his employment, including the contributions made by an employer to a qualified pension, stock bonus, profitsharing or retirement plan.' 4' The value of payments under qualified
employee trust or annuity plans is not included in the gross estate
under this section unless made payable to the estate.
Insurance

Under prior law, insurance on the life of the decedent was included in his gross estate for estate tax purposes if any one of the
following tests were met: (1) the decedent possessed any of the incidents of ownership; (2) the proceeds were payable to his estate; and
(3) the premiums were paid either directly or indirectly by the insured decedent. In the new code, the premium payment test has been
deleted so that the source of premium payments does not matter.
140IN-. REV. CODE §2039 (a).
14INT. REV. CODE §2039 (b).
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Generally, life insurance proceeds are includable in the gross estate
of the insured decedent for estate tax purposes to the extent of the
amount receivable by the estate or by other beneficiaries with respect
to which the insured decedent possessed at his death any of the incidents of ownership in the contracts, whether exercisable alone or in
conjunction with another.142 Incidents of ownership are expressly defined as including a reversionary interest having a value in excess of
five per cent of the policy proceeds immediately before the death of
the insured decedent. Such reversionary interest envisions the possibility that the policy or its proceeds may return to the insured decedent or his estate or may be subject to a power of disposition by
him.14 3
Marital Deduction
The marital deduction provisions have been liberalized as they
relate to the estate tax. Under the new law a legal life estate may
qualify for the marital deduction; as under the old law, a trust, an
interest or other income settlement agreement relating to life insurance proceeds"44 may also qualify. All such arrangements are
treated as exceptions to the terminable interest rule only if the surviving spouse is given the power to appoint remainder interests and
the right to receive current income. The kind and quality of the
power of appointment is the same as under the old act. Net income
must be payable to the surviving spouse annually or more often.
Another significant change and liberalization under this section
is that a portion of the property subject to a legal life estate, an insurance settlement agreement, or a trust arrangement for a surviving
spouse may now qualify for the marital deduction even though the
remainder of the property in which the surviving spouse's portion
represents an interest does not qualify. Thus, any portion of a trust,
a legal life estate, or an insurance settlement arrangement that provides for income payable annually or more often to the surviving
spouse and for the exercise by such spouse of a proper power to appoint the remainder interest in her share of the property will qualify
5
for the marital deduction.U
§2042.
143INT. REv. CoDE §2042 (2).
44
1 1N1. REv. CODE §2056 (b) (5), (6).
2451bid.
142INT. REv. CODE
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PART III - GIFr TAX

There are three substantive changes that are of interest in the gift
tax chapter of the new code. The first concerns gifts of a future
interest in trust, the second tenancies by the entirety, and the third
property settlements incident to a divorce.
Future Interest in Trust
Under old law, the income interest of a beneficiary of a trust might
be treated as a future interest not qualifying for the annual exclusion,
even though the trustee could invade the corpus for the benefit of the
beneficiary. Under the new law, such an interest is a present one if invasion provisions may not be exercised in favor of anyone but the beneficiary.1 46 For example, if a gift is made in trust with income payable to
X for life with remainder payable to Y upon X's death and there is an
unlimited power in the trustee to pay over principal in whole or in part
to X at any time, such a transfer into trust will be treated as a gift of
a present interest to X, despite the fact that the ultimate value of the
gift of income to X cannot be immediately determined because the
exercise of the trustee's power, or the extent of its exercise, cannot
be forecast. Although X's present right to receive income may be
terminated by the exercise of the power, no other person can benefit
from that income interest; and X's present right to income is treated
as a gift of present interest subject to the annual exclusion for such

gifts.
Contrary to results reached under the old revenue code, a gift trust
for a minor will now be treated as a gift of a present interest even
though the income is to be accumulated, provided that all accumulations will pass either to the minor donee upon the attainment of
his majority or to his estate or his appointee in the event of his prior
death.147 The minor's power to appoint must be general but need not
be limited to one exercisable by will.148
Tenancy by the Entireties
Of particular interest to Florida estate owners is the treatment of
146lNT, REv. CODE §2503 (b).

14IN-T. REv. CODE §2503 (c).
148Iw. REV. CODE §2514(c).
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real property placed in tenancy by the entireties. If a purchasing spouse
places property in such a title the action need no longer be considered
as a gift to the noncontributing spouse. Unless the donor elects to
have the transaction treated as a gift of an interest by appropriate
statement in a gift tax return for the calendar year of the gift, regardless of the value of the property, the creation will not be treated as
resulting in a gift.1 49 If the donor does not make such an election,
the termination of the tenancy by the entirety, other than by the death
of a spouse, is deemed to result in a gift to the extent of any proceeds
received by the noncontributing spouse. If both spouses have contributed to the property, then a gift will result if the part of the proceeds received by either spouse is disproportionate to the contributions he or she made to the purchase of the property. 150 This same
rule applies to joint tenancies with the right of survivorship when
created by a husband and wife in states that permit such title.' 5'
Marital and Property Rights
Transfers of property by husband and wife in accordance with a
written agreement dealing with their marital or property rights or
with a provision for a reasonable allowance for the support of the
issue of the spouses during minority are exempt from gift tax if a
divorce occurs within two years after entering into the agreement.
This is accomplished by a provision to the effect that such transfers
"shall be deemed to be transfers made for a full and adequate con52
sideration in money or money's worth."'
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